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INTRODUCTION
The informal sector typically accounts for a high proportion of the workforce in developing countries. It is often described as a low productivity backwater 'sponge' which absorbs those who can't find productive employment in the rural areas or in formal urban activities. 2 In contrast, others suggest that the sector can make an important and indeed increasing contribution to production and income generation. 3 The purpose of this paper is to advance this debate by taking a closer look at the sector itself and analyzing its relationships with the rest of the economy.
There is, of course, a vast literature on the urban informal sector, much of it devoted to the question of how to define the animal. Some define it with reference to its legal status --i.e. the informal sector comprises all activities which fall outside the reach of government regulations. 4 Others define it mainly in terms of the size of establishments, broadly covering micro-enterprises of less than 10 workers. Still others emphasize the use of simple, traditional technology. Many, including the ILO Report on Kenya, adopt elements of each of these definitions. In this paper we shall spend little energy on definitions. Our main focus will be on establishments of 10 (mainly family) workers or less; although, in some contexts, some of these establishments might well be classified as formal by some of the above criteria, the pursuit of very precise definitions is not critical to our 1 Yale and Oxford Universities. We are grateful to Kate Raworth, Niall Kenward and Ryan Schneider for research assistance. 2 Most influential in this regard was the ILO's 1972 report on Kenya.
3 See e.g. Turnham, D., Salome, B. and A. Schwarz, eds., 1990 . For a most useful recent survey of this literature see Lubell, 1991. 4 For example, Hernando de Soto, 1988. analysis and would not be particularly productive.
In section I we analyze the determinants of the overall size of the informal sector at any point in time in a macro-economic context. In section II we elucidate some important features of the urban informal sector, dividing it into a traditional component, providing a living for those not absorbed elsewhere, and a modern component, which is largely demand-pulled via links with the formal sector. Section III provides the basic analytic framework for the paper, showing the functioning of the two components of the informal sector in relation to the rest of the economy. Section IV considers alternative dynamic paths and outcomes. The concluding section (V) provides some relevant empirical findings and conclusions.
I. Determinants of the Size of the Urban Informal Sector
The size of the urban informal sector labor force is the cumulative outcome of a number of interactions within the economy as a whole. These include the extent to which the rural sector is able to absorb labor in relation to initial population pressure and population growth and the employment opportunities presented by the growth of the urban formal sector. Although the Harris-Todaro model 5 ignores the informal sector, their approach provides powerful insights into the determinants of its size. As they put it, relative employment opportunities and wage gaps between the rural economy and the urban formal sector explain the rate of rural/urban migration. Open urban unemployment is the outcome of this process. But, as has been widely noted, in the presence of an informal urban or V-sector, rural/urban migration also feeds it. Indeed, for very poor people, joining the V-sector is nearly always preferable to open unemployment, as it provides some income without preventing continued search for a formal sector job.
To consider these relationships more fully, labor can be divided into three 5 Harris and Todaro, 1970.
-2-groups: rural labor, employees in the urban formal sector and workers in the urban informal sector. In seeking to maximize income, rural workers will migrate to urban areas as long as the life-time wage they expect to earn in urban employment exceeds their lifetime income in rural employment.
For simplicity, we make certain assumptions, some of which will be relaxed later on. First, it is assumed that rural employment in agriculture and nonagriculture generates a wage (however determined) which is below that of the urban formal sector wage; secondly, that individuals move from rural areas to urban when they believe they can increase their life-time incomes by doing so;
thirdly, that the informal sector is homogeneous and has zero costs of entry and exit; fourthly, that the marginal product of additional workers entering the informal sector is positive, but low; fifthly, that there is no involuntary open urban unemployment; sixthly, that search and migration costs are negligible.
Given these assumptions, we can derive an expression for the determinants of migration and, implicitly, for the size of the urban informal sector. Let the worker's actual (and expected) rural wage be equal to E(Wr); if risk-neutral, the worker will migrate if expected urban income, E(wu), exceeds this value.
Expected urban income is assumed to be calculated on the basis of the incomes anticipated from various types of urban employment and the probability of acquiring each type. Expected urban income is assumed to be equal to the formal sector wage multiplied by the probability of obtaining a formal sector job plus informal sector earnings multiplied by the probability of being employed in that sector.
Let the probability of obtaining a formal sector job in a particular period be Pf; it is assumed that Pf= FE/[FE +VE), or the ratio of formal sector -3-employment to total urban employment. 6 Let the formal sector wage be set exogenously at wf. Since there are assumed to be zero entry costs into at least a part of the informal sector, all urban labor can be assured of some sort of employment, either in the formal or informal sub-sectors. The probability of some form of urban employment is, therefore, 1, and, by deduction, the probability of informal sector work is (1-Pf). (In this model, open unemployment is assumed to be non-existent and the V-sector takes its place as an equilibrating variable.) Let the wage in the informal sector be equal to Wv. As in the rural areas, the more people are engaged in that sector, the lower the wage is likely to be.
In equilibrium, the expected urban wage is equivalent to the expected rural wage (both expressed as the present value of the discounted future stream of expected earnings), i.e.
For equilibrium wv<wr; otherwise, given free entry into the V-sector and no relocation cost, migration would continue indefinitely.
Assume the economy is expanding, with no change in the formal sector wage but an increase in formal sector employment. Pf rises, leading to an immediate increase in expected urban income. With no change in the rural wage, this induces additional migration, but how much? Migration will not be unlimited because the labor inflow itself will produce two effects to counteract the one mentioned above. First, the inflow will raise numbers in the informal sector, 6 A common criticism of the Harris-Todaro model, also relevant here, is the simplistic view of workers' estimates of the probabilities of acquiring formal sector employment, which have been shown to be incorrect in empirical work. It has been argued (e.g. by Kannappan, 1989 ) that there are 'clan corridors' giving special access to jobs to some groups. This is probably true for each of our urban subsectors. Accounting for such specialized corridors would enrich our analysis, but not affect it fundamentally.
-4-VE, so reducing the probability of additional formal sector employment, FE/[FE +VE]. Second, as VE rises, income per person to be earned in the informal sector, wv, will fall since marginal and average product decline. The migration process and the expansion of the informal sector continue until expected urban and rural incomes are equalized.
In summary, adopting the approach to migration discussed above, the equilibrium size of V at any point in time will depend on: i) labor absorption in agriculture relative to population pressure, which determine productivity and incomes in agriculture; ii) income-earning opportunities in rural non-agriculture, arising chiefly from linkages with agriculture;
iii) the rate of growth of formal sector employment; iv) wages in the urban formal and informal sectors relative to rural alternatives.
It follows that the V-sector can grow rapidly in a number of different circumstances: for example, where rural growth is low and fails to absorb significant additions to its labor force, even a small rise in urban formal sector employment can lead to rapid rural-urban migration, as for example in Mexico. Alternatively, even where rural growth is high, if employment in the urban formal sector is growing fast, rural migrants may still be attracted in excess of formal sector employment opportunities, as in China today. In contrast, where urban formal sector employment is actually contracting, as in some African countries, the model would predict, ceteris paribus, a reverse flow of migration to rural areas and/or an increase in the size of the urban informal sector.
The overall employment size of V may thus be viewed largely as a residual, depending on population pressures, wages, and employment opportunities elsewhere in the economy.
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II.
A Subclassification of the V-Sector So far, like most of the literature, we have treated the V-sector as an undifferentiated whole. However, we think it important to distinguish between a more productive and dynamic component and a traditional, relatively stagnant part of the sector, which more closely fits the customary image of the sector. 7 We then have two major types of activity: those we describe as 'traditional' (VT) which have very low capitalization, low labor productivity and incomes, very small size (three or less workers) and static technology, often organized within the home. The second component of V, VM, consists of 'modernizing' activities, often linked to the urban formal (or F) sector.
These typically are more capital-intensive, sometimes larger in size (up to ten workers), and more dynamic in technology. This sub-sector tends to use more skills, partly generated through learning and training activities; its labor productivity is higher, and some incomes, especially entrepreneurial incomes, can be substantial.
We assume that VT produces only consumer goods which are sold to low income urban consumers. VM produces both consumer goods, VMC, and producer goods VMP· The modern V-sector's consumer goods, VMC, serve both low-income and middleincome urban consumers (e.g. the households of formal sector workers) and are likely to compete with consumer goods produced by the formal sector. The modern V-sector's producer goods, VMP• consist of intermediate products and simple capital goods which partly address the V-sector's own needs and partly respond to the demands of the F-sector.
VM production may thus be complementary as well as competitive with production in F. The sub-sector can make an important contribution to development; it offers opportunities for reasonable incomes, growing over time, while contributing to the growth of output in the economy as a whole. In contrast, 7 A somewhat similar distinction has been made by Nihan, Denal and Comlan, 1979, and by Fields in Turnham et al. (1990) .QQ. cit. who differentiates between "easy entry" and "upper tier" components.
VT acts as a 'sponge' absorbing that portion of the total work force in V which can't find a place in VM, while providing very low incomes.
Given this decomposition of the V-sector, our earlier migration equilibrium formula needs to be modified to allow for the probability of obtaining employment in each of the.sub-sectors, weighted by the wage in each.
The wages in the two sub-sectors, VM and VT, are then defined respectively as wVM and wvT; the probability of getting employment in the modernizing sub-sector, PVM, is assumed to be the ratio of employment in that sector to total urban With free entry now only into VT, equilibrium requires wVT<wr.
III. Analysis of the Functioning of the V-Sector in a Developing Economy
To understand the size and functioning of the two components of the V-sector, they need to be analyzed within a general equilibrium context. We have already discussed the determinants of the total employment size of V. As pointed out above, the critical issue from a development perspective is the size of the modern sub-sector, VM, relative to VT. This is in large part determined by the nature of the relationship of VM with the formal sector, both on the production and consumption sides.
-7-On the production side, the crucial issue is the strength of the demand from formal sector enterprises for intermediate and capital goods in VM. The strength of this demand depends mainly on the size and character of the formal sector. The larger and the more competitive the F-sector, for example, the more likely it is to seek subcontracting relationships with VM and consequently the stronger the demand for VMP.
On the consumption side, incomes generated in the formal sector are partly spent on goods produced by the modernizing informal sector, VMC, as well as on its own output. The strength of these consumption linkages between the two sectors again depends on the character of the formal sector, including the distribution of income generated. Given that, for the most part, consumer goods produced in VM have low-income characteristics, a more egalitarian distribution of income within the formal sector will generate greater demand for these goods.
The strength of these linkages on both the production and consumption sides also, of course, depends on the vitality of the modernizing informal sector and its ability to respond to these potential demands.
It should be noted that VM also meets some of its own capital and intermediate goods needs, as well as the more limited demands emanating from Vr. On the consumption side, some VMC goods are bought by low-income households, themselves working in the informal sector, in competition with goods produced by Vr, on the one hand, and also by F, on the other.
The major components of this system merit further discussion. The most important issue is the strength of production linkages between F and VM· Given the potential supply of VMP goods, both in quantity and quality, formal sector demand for them depends not only on the size and composition of the formal sector itself but also on the environment in which it operates. The Where the V-sector is largely traditional there will be relatively little VMP produced, and the sector will be heavily concentrated on consumer goods, as the informal sector is generally depicted. As indicated earlier, however, within V there are not only the traditional, low-technology consumer goods produced by VT, but also increasingly modern consumer goods produced by VM.
In essence there thus exists a continuum of consumer goods of varying The framework developed above allows us to consider the role of the informal sector over time. We explore alternative dynamic patterns of development in the next section.
IV.
Alternative V-Sector Paths in a Dynamic Context
The path of the informal sector over time in an overall development context depends on the nature of changes in the critical dimensions identified above.
In each dimension, there can be factors which are either favorable or unfavorable to the successful evolution of the system. We shall discuss them one at a time.
1) We have already discussed the determinants of the total size of the informal sector labor force, VE, in terms of developments in the rural -13-economy, population growth, and wage levels and employment growth in the formal sector. The larger VE, the larger the potential size of V, both as a dynamic force, VM, and as a low productivity sponge sector, VT. The smaller VE relative to the economy's total labor force, the more likely that the dynamic part, VM, forms a larger proportion of the total informal sector;
eventually, as labor surplus is eliminated, V will be largely absorbed by F.
If there is a vigorous urban formal sector which is providing all the employment opportunities required, there is no particular need for the continued existence of the informal sector. However, VM may atrophy only slowly, ultimately becoming the small and medium industry component of the urban formal economy, as happened historically in Japan. VT is important for maintaining minimal incomes and preventing destitution, but makes little longer term contribution to development.
2) The rate of growth of the formal sector as well as its precise characteristics represents an important dynamic determinant of the system. If it grows fast, ceteris paribus, it generates more demand for the products of VM, both VMC as well as VMP. The pattern of F growth will, moreover, determine the extent to which it seeks linkage opportunities with VMP· 3) Changing government policies towards F may be more or less favorable to VM including the extent of monopoly and competition, the degree of protection, licensing requirements, credit and labor market interventions, etc.
4) The linkage ratio may consequently change posit~vely or negatively over .;
.;
II, for a number of reasons. First, the total resources devoted to the sector may increase. Secondly, learning, technology change (in both processes and products) will occur, shifting the production possibilities curve outwards.
In the medium term, it may be possible for VM's production potential to increase rapidly as its labor supply is abundant and both entrepreneurs and capital can shift from F. 6) Changes in the consumption choices in quadrant I are again of various types. For any change in income level (with a given distribution of that income), there will be a new consumer equilibrium along the income-consumption curve. Changes in income distribution, for equivalent rates of income growth, will also have the effect of altering demand patterns, as previously discussed. A more equal distribution of income is likely to favor VMC relative to Fe. 7) Finally, the terms of trade may change due to policy changes, as well as due to changes in underlying market conditions. Changing market clearance conditions, for a given structure of government interventions, will also change the terms of trade. Thus, the ultimate impact of changes in the terms of trade could go in either direction.
In tracing the impact of these various types of change on VM it is helpful to contrast three cases: -Case 1: the case in which all the changes work in the direction of enhancing the role of VM over time: more rapid growth of F; more equal income distribution; increasingly favorable linkage ratio; technological progress and capital accumulation in VM. This case is likely to emerge when the F-sector is becoming more competitive over time.
-Case 2: the case in which VM grows even when the F-sector is uncompetitive, high-cost and growing only moderately; VM may then succeed because it is a low -16-cost alternative to the F-sector in both producer and consumer goods. But it is likely to be less buoyant than Case 1 since the overall macro-economic conditions including the growth of F are less favorable.
-Case 3:. the case in which there is stagnation in VM, accompanying stagnation in F; this arises due to failures both with respect to demand and supply conditions in VM, with slow overall growth and/or unequal income distribution and a weak linkage ratio, all leading to weak demand for the products of VM, while supply deficiencies make it difficult for VM to provide effective substitutes for the products of F.
Case 1 is likely to be associated with the fastest growth of VM which will gradually absorb all the labor in V. We have illustrated this, the most favorable, case in Diagram III, indicating increased output of both producer and consumer goods by the VM sector, with increased consumption of both Fe and VMC goods. The new linkage ratio, indicated by BtRt, is stronger than before, as indicated by B 1 R 1 . In this very favorable case we would expect VM eventually to crowd out VT, and, later, for F to crowd out V as labor surplus disappears from the economy as a whole. The informal sector can here appropriately be described as having played an 'evolutionary' role.
In contrast, with more moderate growth of VM, as in Case 2, VT will continue to play a role. In the third or least favorable case, we would expect VT to increase in absolute and relative size as a consequence of the deficiencies of both F and VM and to continue to be an 'involutionary' sector, offering stagnant or even falling incomes over time for ever larger numbers. Charmes (1990) Note: 1. Note that in some of these cases the 'urban' informal sector may include some agricultural activity. Source: Charmes (1990); Romijn (1993); Hallgren et al., 1990 (quoted in ILO, 1992b .
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Note: 1. Note that in some of these cases the 'urban' informal sector may include some agricultural activity. 
Notes:
Income: + = entrepreneurs' income at or above average wages in formal sector; -= below; workers' + = income at or above minimum wages in formal sector; -= below. Technology: + = moderate or high tech. used; -= low technology. Credit: + = some access to formal sector credit; -= no access. Skills: +=moderate skills or more; -= only basic skills. Linkages: + = significant forward linkages with the formal sector; insig. linkages.
1. usually from the subcontracting firm in the formal sector. 2. many enterprises received credit from government programs designed for small enterprises. 3. Working capital provided by traders. 4. 36% of enterprises received credit from buyers. 5. Workers with skil.ls mainly came from formal sector. 6. Excludes retailing. 7. Little credit until set up own bank. 8. 90% of output goes to private house-building. 
V. Preliminary Evidence and Conclusions
Existing data on the size and composition of the informal sector in the third world is plentiful but dispersed, unorganized and difficult to interpret.
While there have been more systematic .efforts at gathering consistent data in Latin America --predominantly under the auspices of PREALC and Victor Tokman 8
--most of the individual micro surveys available are based on African data.
Asia undoubtedly is the setting for the most vigorous representatives of the modernizing sub-sector, and consequently probably also represents the best arena for the future collection and marshalling of relevant primary data on this sub-sector.
Aggregate PREALC data are presented in Table 1 . It should be noted that VE is not only very large, comprising nearly 50% of total urban employment in Latin
America, but that it has been growing relatively over the past decade.
Turning to Africa, Table 2 indicates that the informal sector plays an even more predominant role there. In Asia (Table 3 ) there seem to be larger variations among countries and among different sources for the same country.
While the informal sector appears to be somewhat smaller in Asia, these comparisons must be treated with caution since so much depends on the different methods and definitions adopted in these surveys.
The break-down by activities within the typical Latin American V-sector is shown in Table 4 . It indicates that manufacturing, which can be assumed to constitute the main home for VM, comprises approximately 20% of the total.
Data for Africa and Asia ( (ii) significant linkages (production or consumption) with the formal sector;
(iii) incomes not very much below formal sector minimum wages for workers and Another way to attempt to separate the two sub-sectors of V empirically is by examining the markets being supplied. In the earlier sections we differentiated between the following outlets for V-sector goods: With respect to consumer goods: (i) low-income households supplied mainly by VT and VM;
(ii) middle income households supplied mainly by VM and Fe. With respect to producer goods: (i) other informal sector enterprises, supplied mostly from VM; (ii) formal sector enterprises, often in a two-way subcontracting relationship with VM.
There are a number of empirical studies of the informal sector which have tried to differentiate among the markets primarily served by the sector, as summarized in Table 7 . These surveys, of course, vary in methodology and coverage, so that the data must be treated with caution. However, it is clear that consumer goods sold to households form by far the largest portion of total informal sector sales everywhere. According to these studies significant producer goods linkages (from VMP) appear to be present in Indonesia 9 and Thailand in the case of one-fifth or more of total sales; the Bamako and Buenos Aires surveys also show linkages with the formal sector to the extent of one-tenth or more of total sales. But the samples in Thailand,
Bamako and Yaounde were pre-selected, i.e. biased, with the intent to focus on the more modern informal sector activities.
9
We should note, however, that the 1975 study in Jakarta showed negligible forward linkages with the formal sector. A 1978 ILO Census of Africa's informal sector indicated that 60% of its customers were low income families not engaged in F. 10 The Bamako and Yaounde surveys, however, show significant consumer sales to government officials (as well as production linkages) to F, all indicating the presence of some VM.
But biased sampling again makes it impossible to assess its relative size or to make comparisons with other countries.
Linkages to F seemed to be more in evidence in terms of backward linkages, with most producer goods, spare parts, etc., in V coming from F. Within Africa, 40% of informal sector inputs are procured from the formal sector.
Another important linkage is via the movement of people who have acquired skills and experience in the formal sector into the informal sector, as testified to by numerous studies throughout the world. 11
Very few of the numerous Latin American studies yielded even rough and ready indicators of the importance of VM activity. Footwear industries, however, e.g. in Uruguay and Brazil, seem to be nearly always linked to the formal sector via subcontracting relations, with F purchasing nearly all the 10 11 Nihan, G. et al., 1979. See e.g. Lubell, 1991; Turnham et al., 1990 . 
Thailand
Rapid and relatively well balanced, economic growth over the past decade has transformed Thailand into a newly industrializing country. In addition to the expansion of large scale formal sector firms using imported capital there is a significant V-sector in evidence which has a large modernizing component, VM.
It is the successful interaction between agriculture and F and between F and V, together with the rapid growth of output and demand in the economy as a whole, which has made VM flourish.
The proportion of the labor force in the urban informal sector appeared to grow quite rapidly in the 1960s and 1970s, according to successive surveys.
In the 1980s, however, 'with rapid growth in the 1980s, employment in informal sector as a percentage of total urban employment declined from 59 to 56%.' 13 12 13 See Beneria; Fortuna and Prates; and Roberts, 1989 . Hutserani, S. and Yonkittikul, T., 1992 , quoted in ILO, 1992b . products were also produced in the formal sector (78% at comparable prices).
These are clear indications that many of these VM products are competitive substitutes for formal sector output, rather than non-competitive low quality consumer or producer goods. Further evidence of the strength of both production and consumption linkages between VM and F in Thailand is provided in Table 9 . Garments, jewelry and non-metallic products clearly have strong subcontracting relations with large 14 Amin, 1989. 15 Amin, 1993. Data above also from Romijn, 1993. 16 Phongpaichit et al., 1988 . The rest of the market includes low income consumers and an 'uncertain' category. The majority of VM enterprises were over ten years old. Over three-quarters had fixed locations. Most workers were skilled, with unskilled workers representing less than a third of the total. 17 The filtering down of skills from the formal sector was apparently important to the sub-sector, i.e. more than 40% of its entrepreneurs had once been formal sector employees; 28% of the skilled workers (those with more than five years of experience) but none of the unskilled --had come from that sector.
The dynamism of these enterprises is indicated by the growth in their sales and employment. Average enterprise employment increased in each of the industries surveyed, with demand rising by nearly 50% since the establishment date. Over one third of the enterprises had innovated in some way, with nearly 75% adding at least one product to their range. For more than 25%, the new ideas emanated from formal sector contractors.
In summary, it appears that the success of the formal sector's boom in Thailand has filtered through to the informal sector which has developed a broad base of both complementary (on the production side) and competitive (on the consumption side) enterprises. As growth continued, the activities constituting VT sector sponge employment have been in decline as labor was drawn into higher income opportunities in VM and F.
15 Romijn, 1993 . (Tables 10   and 11 ) also indicates some modernization of the sector. But from the mid 70s
to the end of the 80s, a rise in the share of own account workers, from 24% to 30% of total urban employment, is an indication of the relatively faster growth of VT. 21 Alonzo also notes a shift away from manufacturing towards the service sector and away from wages and salary work towards self-employment in 18 Balisacan, 1994 . Part of the rise is due to differences in definitions.
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World Bank, Philippines Industrial Development Strategy and Policies, Washington, D.C., 1980. 20 This includes rural as well as urban informal sectors. Balisacan, 1994 . Part of the rise is due to differences in definitions and boundaries. 21 Balisacan, 1994. In the 1970s, 16% of the Philippine urban informal sector was reported to be engaged in subcontracting operations, higher than in many countries (see Table   7 above), but less than Thailand or Indonesia. Major constraints on subcontracting included lack of confidence in the ability of informal sector firms to meet production and quality standards; it was suggested that the subcontracting that did occur was largely related to the desire to avoid minimum wage legislation. 23
In the early 70s, 81% of commerce, 78% of transport and 73% of personal services was defined as informal. 24 Comparing the breakdown of informal activities in the Philippines and Thailand indicates that metal working, machinery and leather goods (modernizing activities) make significantly less of a contribution in the Philippines than in Thailand.
A 1991 survey found that enterprise heads accounted for 52% of all employment in the informal sector, other family members for 27%, and hired labor for just 21%. The role of hired labor rose, however, to 30% in manufacturing firms, reflecting the greater role of skills in those activities. The sector was marked by relatively low educational attainments, i.e. 48% of its entrepreneurs and 54% of its workers had not completed high school and only 3% of its entrepreneurs had any relevant training. 25 Surveys show that female employment was particularly large in the informal sector, indicating the sector's importance as a secondary source of household income.
22 Alonzo, 1988. 23 World Bank, 1980, .QQ. cit. 24 ILO, 1974, Sharing in Development: A Programme of Employment. Equity and Growth for the Philippines, Chapter 5, Geneva. Special paper #9 of this report also shows that the number of urban self-employed and unpaid family workers continued to increase during the 60s. Conclusions: Some of the conclusions we are able to draw from the combination of conceptual framework and scattered empirical findings presented here are as follows:
1) The overall size of the urban informal sector in terms of employment depends on: a) the extent to which agriculture and linked rural non-agricultural activities are experiencing output and productivity increases permitting them to "hold" their large and growing population in productive employment; b) the extent to which the urban formal sector is absorbing labor, while maintaining relatively modest wage gaps for unskilled labor compared with the rural areas. To the extent that relatively balanced growth takes place between rural and formal urban activities without generating large wage gaps, the pressure for urban informal sector expansion is eased.
2) The composition of the urban informal sector, as between its traditional and modernizing components, depends on: a) the rate of growth and competitiveness of the urban formal sector, 3) The traditional urban informal sector VT may be viewed as a residual but one which serves an important function providing a source of subsistence for the low end poverty tail of the urban population. However, most of the worst urban poverty is to be found among households depending on this sub-sector.
4) The role of both components of the urban informal sector over time is illuminated by contrasting such relative success cases as Thailand with less successful cases such as the Philippines. In the success cases we can expect: a) the overall size of the urban informal sector to be relatively more modest, as favorable macro-economic conditions entailing rapid rural-urban formal sector growth takes the pressure off; b) the modernizing urban sector, though initially comprising probably not much more than 10% of the total urban labor force, to grow in relative importance, gradually reducing the size of the traditional sub-sector and becoming increasingly indistinguishable from the small and medium enterprises in the urban formal sector; c) once rural labor surplus is exhausted as a result of a combination of rural productivity growth and migration into urban formal sector activities, the urban traditional sub-sector to shrivel up, as labor becomes scarce and wages rise; d) public policies favoring an increasingly competitive F sector and a more equal distribution of income over time to facilitate this outcome.
In the non-success case we can expect to see a large influx of labor into the urban areas, enhancing the overall size of the urban informal sector; -42-moreover, as illustrated by the Philippine case, given the relatively weak linkage demands emanating from a heavily protected urban formal sector, dominated by large scale, vertically integrated industry, much of that inflow will end up in the services, the distributive trades and other activities typically associated with VT. Combined with the effects of an unequal distribution of income on the demand side, under such circumstances we can expect the end of labor surplus to be much delayed, the size of VM to remain modest and an expanding VT to have to continue to provide subsistence for growing numbers of poor households.
